Five new guides to the auditor\u27s responsibility, complete text of papers presented at the 64th annual meeting of the American Institute of Accountants by American Institute of Accountants
University of Mississippi 
eGrove 
AICPA Annual Reports American Institute of Certified Public Accountants (AICPA) Historical Collection 
1951 
Five new guides to the auditor's responsibility, complete text of 
papers presented at the 64th annual meeting of the American 
Institute of Accountants 
American Institute of Accountants 
Follow this and additional works at: https://egrove.olemiss.edu/aicpa_arprts 
 Part of the Accounting Commons, and the Taxation Commons 
RELIANCE UPON WORK OF
OTHER AUDITORS
by J. Woodrow Mathews, CPA 
Price Waterhouse & Co.
AUDITOR'S RESPONSIBILITY 
FOR EVENTS AFTER BALANCE- 
SHEET DATE
by Gordon M. Hill, CPA 
Haskins & Sells
AUDITOR'S RESPONSIBILITY 
FOR CLIENT'S COMPLIANCE 
WITH "CONTROLS''
by Donald J. Bevis, CPA 
Touche, Niven, Bailey & Smart
EXPERIENCE WITH
STATEMENT 23
by A. Frank Stewart, CPA
A. M. Pullen & Co.
WHAT IS WRONG WITH THE
LONG-FORM REPORT?
by Walter R. Flack, CPA 
Walter R. Flack & Company
DISCUSSION
Five New
Guides to the
Auditors
Responsibility
COMPLETE TEXT OF PAPERS PRESENTED
AT THE 64TH ANNUAL MEETING OF THE
AMERICAN INSTITUTE OF ACCOUNTANTS
Tax Problems Being Met in Today’s Mobilization Economy
This is one of four publications containing papers from the Sixty­
fourth Annual Meeting of the American Institute of Accountants 
which was held in Atlantic City, October 6-10, 1951. The complete 
list, and prices at which each pamphlet may be bought, follow:
Speakers'. John B. Dunlap 
Russell S. Bock 
Walter M. Bury 
Hal Canary 
W. Waller Grogan
Price $1.00
William H. Westphal 
Charles N. Whitehead 
Wallace M. Jensen 
J. S. Seidman 
T. T. Shaw
Financial Information Needed in 
Today's Mobilization Economy Price $1.00
Harold E. Stassen .... Freedom and Finance
John T. Koehler ..... Renegotiating Under the 1951 Act
Roy Blough ............. Economic Problems of Mobilization
Charles E. Wilson .... Mobilization—Where We Stand and Where
We’re Going
H. W. Bordner ....... Accounting Aspects of Pricing in Negotiated
Contracts
W. J. McNeil ........... Financial Aspects of Defense Mobilization
Paul M. Green ....... Accounting in Price Stabilization
T. R. Rampy........... Auditing in the Air Force
Public Relations and Legislative Control
of the Accounting Profession Price $0.50
Public Relations 
George E. Perrin 
Paul Grady
O. G. Roquemore 
Arthur M. Sargent 
A. H. Puder
Legislative Control 
Robert L. Miller 
Donald P. Perry 
L. C. J. Yeager
Five New Guides to the Auditor's Responsibility Price $0.75
See contents on facing page.
The complete set may be purchased for $3.00. Order from the AIA.
RELIANCE UPON WORK OF
OTHER AUDITORS ................... 3
by J. Woodrow Mathews, CPA
Price Waterhouse & Co.
AUDITOR'S RESPONSIBILITY 
FOR EVENTS AFTER BALANCE-
SHEET DATE ............................... 9
by Gordon M. Hill, CPA
Haskins & Sells
AUDITOR'S RESPONSIBILITY 
FOR CLIENT'S COMPLIANCE 
WITH "CONTROLS" ................17
by Donald J. Bevis, CPA
Touche, Niven, Bailey & Smart
EXPERIENCE WITH
STATEMENT 23 ...........................20
by A. Frank Stewart, CPA 
A. M. Pullen & Co.
WHAT IS WRONG WITH THE
LONG-FORM REPORT? ...........22
by Walter R. Flack, CPA
Walter R. Flack & Company
DISCUSSION ................................. 26
Five New
Guides to the
Auditor s
Responsibility
COMPLETE TEXT OF PAPERS PRESENTED
AT THE 64TH ANNUAL MEETING OF THE
AMERICAN INSTITUTE OF ACCOUNTANTS
•
AMERICAN INSTITUTE OF ACCOUNTANTS
270 MADISON AVENUE NEW YORK 16
Copyright 1951
by the
American Institute of Accountants
J. WOODROW MATH­
EWS, CPA, has been 
associated with Price Wa­
terhouse & Co. in Pitts­
burgh since 1928 and is 
now a partner. He has 
been an instructor in 
economics at Lafayette 
College and holds the 
CPA certificate in N.Y., 
Pa., Mich., and III. He 
is a member of the N.Y. 
and Pa. Society of CPAs
Reliance upon Work of
Other Auditors
by J. Woodrow Mathews, CPA, Price Waterhouse & Co.
The instances in which one auditor re­lies on the work of another are quite frequent. For example, nearly all of us 
have encountered the case in which while 
we are making the examination of the 
parent company, another auditor examines 
the statements of a subsidiary company 
which may or may not be included in the 
consolidation. Even more frequently, we 
rely upon the statements examined by an­
other auditor when we are examining in­
vestment accounts. Such instances run 
downward from DuPont’s investment in 
General Motors to, say, an investment of 
a few thousand dollars appearing in the 
accounts of a company with total assets 
under one hundred thousand dollars. While 
the foregoing are the more common cases 
with which we have to deal, we are also 
concerned when we are making an initial 
audit where audits for previous years 
were made by another auditor. There are 
also occasions in which one auditor re­
quests another at a somewhat distant 
location to carry out specific tasks; for 
example, an inventory observation or an 
examination of a branch.
These typical situations require discus­
sion in some detail, but first let me quote 
two authoritative statements. The first is 
Rule 6 of the Rules of Professional Con­
duct of the American Institute of Ac­
countants. It reads:
“A member shall not sign a report pur­
porting to express his opinion as the re­
sult of an examination of financial state­
ments unless they have been examined by 
him, a member, or an employee of his 
firm, a member of the Institute, a member 
of a similar association of a foreign coun­
try, or a Certified Public Accountant of 
a state or territory of the United States or 
the District of Columbia.”
The second is Rule 2.05 of Regulation 
S-X of the Securities and Exchange Com­
mission. It reads:
“If, with respect to the certification of 
the financial statements of any person, 
the principal accountant relies on an ex­
amination made by another independent 
public accountant of certain of the ac­
counts of such person or its subsidiaries, 
the certificate of such other accountant 
shall be filed (and the provisions of rules 
2.01 and 2.02 shall be applicable thereto) ; 
however, the certificate of such other ac­
countant need not be filed (a) if no ref­
erence is made directly or indirectly to 
such other accountant’s examination in 
the principal accountant’s certificate, or 
(b) if, having referred to such other 
accountant’s examination, the principal ac­
countant states in his certificate that he 
assumes responsibility for such other ac­
countant’s examination in the same man­
ner as if it had been made by him.”
Rules 2.01 and 2.02 mentioned in this 
quotation refer to the requirements as to 
accountants’ qualifications and account­
ants’ opinions, respectively. Rule 6 of the 
Institute sets a standard for us; i.e., we 
may rely on the work of another auditor 
provided he is a CPA or the equivalent. 
Rule 2.05 of the SEC tells us we must 
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assume responsibility for the work of 
another auditor, under the circumstances 
cited in the rule; otherwise the opinion 
of the other auditor must be filed.
A review of a number of published an­
nual reports and prospectuses and the In­
stitute’s recent annual surveys of tech­
niques used in annual reports produced 
many instances in which auditors rely on 
the work of another in respect to con­
solidated subsidiary companies. Typical 
illustrations are included in the appendix 
to this paper. I found that it is rather 
general practice to state in the scope para­
graph of an opinion that examinations 
have been made by other auditors. In 
some cases this statement of fact is sup­
plemented by percentages or dollar 
amounts to indicate the extent of the as­
sets, or assets and income, involved in the 
statements examined by another auditor.
As for the second or opinion paragraph 
of opinions, there seem to be just as many 
cases where no reference to the other 
auditor is made as there are in which 
a reference is included. When a reference 
is included it is often in the form of “In 
our opinion, based upon our examination 
and review, . . .” or “In our opinion, ac­
cepting the report of other accountants 
. . .” Could there be any thought here of 
relying less on the other auditors than in 
the case where no reference is made in 
the opinion paragraph?1 In these cases 
where a Form 10-K is filed with the SEC, 
were the opinions of the other auditors 
furnished? If so, it seems clear that the 
principal auditor intended to limit his 
responsibility. While I did not have the 
opportunity to check this point in every 
case, I can report that in those which were 
checked separate opinions were filed.
1. After these notes were prepared, I learned of a 
court case in Ohio (47 Ohio Appellate Reports 
241) in which an accountant defended a fraud 
action successfully where his opinion showed that 
the statements “were based upon statements from 
abroad with respect to the foreign constituent com­
panies”.
It is my view that no reference to an­
other auditor is required in the opinion 
paragraph unless a clear-cut exception is 
to be taken, because it seems obvious 
when an opinion is expressed that the ac­
countant doing so is basing his opinion 
on his examination of certain statements 
and his review of statements examined by 
another auditor as described in the scope 
paragraph. This view is supported by my 
survey of published prospectuses. In this 
case I formed the definite impression that 
there are relatively few instances in which 
opinions of another auditor are included 
when such an auditor examined statements 
of a consolidated subsidiary company.
When making the review I kept in mind 
the important question of how an auditor 
decides what reliance he can place in an­
other. On this point I shall have to limit 
my observations to a statement of my own 
views. I think after the auditor has de­
termined that the other auditor is duly 
qualified and the possessor of a satisfac­
tory general reputation in the profession, 
he sees that the client furnishes the other 
auditor with appropriate instructions for 
the work to be done and arranges for 
the other auditor to furnish to him di­
rectly copies of reports and memoranda. 
Furthermore, where the work of the other 
auditor is material, the principal auditor 
may consider it desirable to determine gen­
erally, either in conference or by corre­
spondence, that the other auditor is 
carrying out the examination in accord­
ance with generally accepted auditing 
standards. This would not usually involve 
a review of the other auditor’s papers.
Turning again to prospectuses, I 
found in the survey that in cases where 
there has been a change of principal au­
ditors during the period covered by the 
financial statements and the summary of 
earnings, it is general practice to furnish 
the opinion of the other auditors on the 
earlier years. However, I think it is ob­
vious that under these circumstances sep­
arate opinions are required to divide the 
responsibility; otherwise, the current au­
ditor would be called upon either to per­
form a great deal of additional work or to 
accept a heavy responsibility on the basis 
of the general reputation of the preceding 
auditor.
In cases where another auditor examines 
the statements of a subsidiary company 
which is not included in the consolidation, 
some auditors mention the fact in their 
opinions and others do not. I gathered, 
however, that mention of the fact is 
Reliance upon Work of Other Auditors 5
usually made when the investment in such 
a subsidiary company is material in 
amount. In these cases, there is no refer­
ence in the second or opinion paragraph 
of the auditor’s opinion. In contrast to this 
treatment of investment in a subsidiary 
company not consolidated, I found a num­
ber of instances of large investments in 
the examination of which other auditors 
were obviously relied upon, but this fact 
was not mentioned in the opinions. How­
ever, I do not think it necessary for the 
auditor to go into the details of his ex­
amination of major investments, even 
though the amounts involved are some­
times much larger than those involved in 
subsidiary companies not consolidated. As 
for the latter case, the subsidiary companies 
are generally under common control with 
the group being examined by the princi­
pal auditor, and it is my view that the 
principal auditor mentions the fact that 
other auditors have examined such com­
panies in order to bring out clearly the 
scope of his own work.
In reviewing annual reports I did not 
find any instances in which a current au­
ditor referred to the fact that the audit 
for the previous year had been made by 
another auditor. Nevertheless, there may 
be some instances. Presumably, in cases 
of this nature, the auditor either accepted 
initial balances as reported upon by the 
preceding auditor or made a general re­
view of the fixed assets, capital stock, long­
term debt, inventory, and other accounts 
which have a material effect on financial 
statements of the current year. My own 
opinion is that the best practice is to 
make a general review. In some cases it 
is desirable to arrange for access to the 
working papers of the previous auditor for 
the purpose of carrying out the general 
review on a practicable basis. It is my 
understanding, however, that, in filing with 
the SEC, opening balances may be ac­
cepted without further ado as reported 
upon by the previous auditor.
On comparatively rare occasions, at 
least in this country, auditors rely on each 
other in carrying out joint audits or spe­
cial purpose reviews. In these cases each 
auditor signs the opinion or the report. 
Also, it is customary for the auditors to 
plan the work jointly and to carry it out 
in the same manner. It might be said that 
for all practical purposes the two auditors 
become one in special engagements of this 
kind.
The foregoing remarks summarize my 
findings and personal views. Still to be 
explored in a preliminary way here and 
perhaps later by the committee on audit­
ing procedure are these questions:
1. Should it be standard auditing pro­
cedure to disclose in the scope paragraph 
of the opinion the extent of assets and in­
come involved in examination by another 
auditor, assuming amounts are material?
2. Again assuming material amounts of 
assets and income, should the principal 
auditor have an option either to accept 
responsibility or to take exception and see 
that the opinion of the other auditor is 
furnished?
3. If the principal auditor follows the 
procedure I have suggested for informing 
himself as to the examination made by 
another auditor, is he fully justified in ac­
cepting full responsibility?
APPENDIX
Subsidiary company consolidated 
examined by other auditors:
1. Reference in scope paragraph of opinion but not in final paragraph:
In our opinion the accompanying consolidated statements present fairly the financial 
position of Broadway Department Store, Inc. and its subsidiary, Hale Bros. Stores, Inc., 
at January 31, 1951 and the results of their operations for the year then ended, in con­
formity with generally accepted accounting principles. Except for the change, which 
we approve, in the method of pricing inventories explained in Note A, such account­
ing principles were applied on a basis consistent with that of the preceding year. Our 
examination of the financial statements of Broadway Department Store, Inc., included 
in the consolidation was made in accordance with generally accepted auditing standards 
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and accordingly included such tests of the accounting records and such other auditing 
procedures as we considered necessary in the circumstances. The financial statements 
of the subsidiary included in the consolidation were examined and reported upon sep­
arately by John F. Forbes & Company, Certified Public Accountants; net assets, sales, 
and profits of the subsidiary represent somewhat less than one-half of the consolidated 
amounts.
We have examined the consolidated balance sheet of Sterling Drug Inc. and its sub­
sidiary companies as at December 31, 1950 and the related consolidated statement of 
profit and loss and earned surplus for the year then ended. Our examination was made 
in accordance with generally accepted auditing standards, and accordingly included 
such tests of the accounting records and such other auditing procedures as we con­
sidered necessary in the circumstances. With respect to certain foreign subsidiary com­
panies, we have accepted for inclusion in the consolidated statements reports signed 
by other independent public accountants.
In our opinion, the accompanying consolidated balance sheet and statement of profit 
and loss and earned surplus present fairly the financial position of Sterling Drug Inc. 
and its subsidiary companies at December 31, 1950, and the results of their operations 
for the year then ended, in conformity with generally accepted accounting principles 
applied on a basis consistent with that of the preceding year.
We have examined the balance sheet of Commercial Credit Company consolidated 
with its subsidiary companies, as of December 31, 1950, and the related statements 
of operations and surplus for the year then ended. We did not, however, examine the 
balance sheets and related statements of operations and surplus, included in the con­
solidated statements, of certain of the company’s manufacturing subsidiaries, but 
accepted in each of those cases, in which we did not make an examination, reports of 
examinations of other independent public accountants. Our examination was made in 
accordance with generally accepted auditing standards, and accordingly included such 
tests of the accounting records and such other auditing procedures as we considered 
necessary in the circumstances.
In our opinion, the accompanying consolidated balance sheet and the related state­
ments of operations and surplus present fairly the consolidated financial position of 
Commercial Credit Company and its subsidiary companies at December 31, 1950, 
and the results of their consolidated operations for the year then ended, in conformity 
with generally accepted accounting principles applied on a basis consistent with that 
of the preceding year.
The accompanying balance sheets of “Commercial Credit Company consolidated with 
those of its Finance Subsidiaries Only”; of “Insurance Companies”; and of “Manu­
facturing Companies,” in our opinion, present fairly the financial position of those com­
panies as of December 31, 1950.
We have examined the consolidated balance sheet of Harbison-Walker Refractories 
Company and Subsidiaries at December 31, 1949 and the related statements of con­
solidated income and earned surplus and changes in consolidated working capital for 
the year then ended. The accounts of the consolidated Canadian subsidiary (net assets 
and net sales of 5 per cent and 8 per cent, respectively, of consolidated net assets and 
net sales) were examined by other independent accountants whose report we have 
accepted. Our examination was made in accordance with generally accepted auditing 
standards, and accordingly included such tests of the accounting records and such 
other auditing procedures as we considered necessary in the circumstances.
In our opinion, the accompanying consolidated balance sheet and statements of 
consolidated income and earned surplus and changes in consolidated working capita] 
present fairly the financial position of Harbison-Walker Refractories Company and
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Subsidiaries at December 31, 1949, and the results of their operations for the year then 
ended, in conformity with generally accepted accounting principles applied on a basis 
consistent with that of the preceding year.
2. Reference in scope and opinion paragraphs:
We have examined the statement of investment of Johns-Manville Corporation and 
its Consolidated Subsidiary Companies as of December 31, 1950 and 1949, and the 
related statement of earnings for the respective years then ended. We were furnished 
with financial statements of Canadian Johns-Manville Company, Limited and its sub­
sidiaries for the years 1950 and 1949, together with the report thereon of Canadian 
chartered accountants. Our examination was made in accordance with generally 
accepted auditing standards, and accordingly included such tests of the accounting 
records and such other auditing procedures as we considered necessary in the cir­
cumstances.
In our opinion, based upon our examination and upon the report of other accountants, 
the accompanying statement of investment and related statement of earnings present 
fairly the financial position of Johns-Manville Corporation and its Consolidated Sub­
sidiary Companies at December 31, 1950 and 1949, and the results of their operations 
for the respective years then ended, in conformity with generally accepted accounting 
principles applied on a consistent basis.
We have examined the balance sheet of International Telephone and Telegraph Cor­
poration (a Maryland corporation) as of December 31, 1950, the consolidated balance 
sheet of the Corporation and its subsidiaries consolidated as of that date, and the 
related statements of income and surplus for the year then ended. Our examinations 
were made in accordance with generally accepted auditing standards, and accordingly 
included such tests of the accounting records and such other auditing procedures as we 
considered necessary in the circumstances, except that it was not practicable to con­
firm receivables from certain governments, as to which, however, we have satisfied 
ourselves by other auditing procedures, and except that we were unable to confirm 
investments in and receivables from nationalized companies. We had previously made 
a similar examination for the year ended December 31, 1949. Financial statements of 
certain foreign subsidiaries included in the consolidated statements were not examined 
by us but we were furnished with reports of other auditors thereon.
In our opinion, based upon our examinations and upon the reports of other auditors, 
the accompanying balance sheets and related statements of income and surplus present 
fairly the financial position of International Telephone and Telegraph Corporation and 
of the Corporation and its subsidiaries consolidated as of December 31, 1950 and 1949, 
and the results of their operations for the years then ended, and were prepared in 
conformity with generally accepted accounting principles applied on a basis consistent 
with that of the preceding year.
We have examined the consolidated balance sheet of Warren Brothers Company and 
subsidiary companies as of December 31, 1950 and the related consolidated statements 
of profit and loss and earned surplus for the year then ended. Our examination, which 
included the accounts of the parent company, eleven of the fourteen consolidated sub­
sidiary companies and two of the three unconsolidated subsidiary companies, was made 
in accordance with generally accepted auditing standards, and accordingly included 
such tests of the accounting records of these companies and such other auditing pro­
cedures as we considered necessary in the circumstances. The accounts of the three 
consolidated and one unconsolidated subsidiary companies not examined by us (repre­
senting approximately $2,250,000 of Warren Brothers Company’s equity in the con­
solidated net assets) were examined by other independent accountants. The reports 
on their examinations were submitted to us for review.
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In our opinion, based upon our examination and review, the accompanying financial 
statements referred to above, with the notes thereto, present fairly the consolidated 
financial position of Warren Brothers Company and subsidiary companies at December 
31, 1950 and the results of their operations for the year, in conformity with generally 
accepted accounting principles applied on a basis consistent in all material respects 
with that of the preceding year.
Subsidiary company not consolidated 
examined by other auditors:
1. Reference in scope paragraph of opinion but not in final paragraph:
We have examined the consolidated balance sheet of Armstrong Cork Company and 
domestic subsidiaries as of December 31, 1950 and the related statements of consoli­
dated earnings and stockholders’ equity for the year then ended. Our examination was 
made in accordance with generally accepted auditing standards, and accordingly 
included such tests of the accounting records and such other auditing procedures as 
we considered necessary in the circumstances. We have examined the accounts of all 
foreign subsidiaries for the year except those of the Spanish and Portuguese subsid­
iaries which have been examined by Messrs. Barton, Mayhew and Co., Chartered 
Accountants.
In our opinion, the accompanying consolidated balance sheet and statements of con­
solidated earnings and stockholders’ equity present fairly the financial position of 
Armstrong Cork Company and domestic subsidiaries at December 31, 1950 and the 
results of their operations for the year then ended, in conformity with generally 
accepted accounting principles applied on a basis consistent with that of the preced­
ing year.
We have examined the consolidated balance sheet of American Radiator & 
Standard Sanitary Corporation and subsidiaries at December 31, 1950 and the related 
statements of consolidated income and earned surplus for the year then ended. Our 
examination was made in accordance with generally accepted auditing standards, and 
accordingly included such tests of the accounting records and such other auditing pro­
cedures as we considered necessary in the circumstances.
We have made similar examinations of the financial statements of subsidiaries not 
consolidated located in United States, Canada, Mexico, and France and have received 
reports from other independent public accountants as to the financial statements of 
subsidiaries located in Belgium, England, Holland, Italy, Sweden, and Switzerland.
In our opinion, the accompanying consolidated balance sheet and statements of con­
solidated income and earned surplus present fairly the financial position of American 
Radiator & Standard Sanitary Corporation and subsidiaries at December 31, 1950 and 
the results of their operations for the year then ended, in conformity with generally 
accepted accounting principles applied on a basis consistent with that of the pre­
ceding year.
2. Reference in scope and opinion paragraphs:
No examples.
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Auditor’s Responsibility for Events
After Balance-Sheet Date
by Gordon M. Hill, CPA, Haskins & Sells
IN THE VERY ENLIGHTENING ARTICLE byMr. E. B. Wilcox in the April 1950 Journal of Accountancy, the author uses 
the language that “the least clearly set­
tled category is that relating to events 
which take place after the balance-sheet 
date.” This will also be quickly estab­
lished by anyone who endeavors to make 
an additional contribution on the subject, 
particularly if an effort is made to state 
some opinions. This I propose to do, but I 
would have you believe that they are of­
fered in a humble manner.
I do not propose either to endeavor to 
bring you an informative discussion of all 
or even most of the aspects of the prob­
lem. Mr. Wilcox did that in his article 
published only a little over a year ago. 
The word responsibility connotes legal lia­
bility and I do not wish nor have the abil­
ity to assess our legal obligations in con­
nection with establishing the scope of our 
work. In a broad and unsettled field I will 
offer what I hope are some practical per­
sonal opinions.
Although this subject is not new it has 
received increasing publicity in late years 
and, accordingly, each individual prob­
ably has some general but undeveloped 
views on the subject. In order to get a 
reasonable picture of how the matter was 
being presented in relatively current finan­
cial statements, I caused reference to be 
made to several hundred listing applica­
tions filed with the New York Stock Ex­
change and printed annual reports con­
taining representations to stockholders.
I received a definite impression, whether 
correct or not, that most of the events dis­
closed in the financial statements which 
happen or seem to bear some date after 
the balance-sheet date would be known to 
an alert accountant who was engaged in 
a standard examination of the related 
financial statements without specific re­
lated effort on his part. I believe a con­
tribution to this general subject can be 
made if individual practitioners and firms 
would prepare on a case study basis a 
specific memorandum of the manner they 
became aware of events, disclosure of 
which seemed desirable in statements cer­
tified by them. While most such items 
may be referred to in company minutes 
I hazard the opinion that reference was 
made to the minutes to investigate an item 
concerning which the accountant had prior 
knowledge. Also I received the impression 
that in comparison with other important 
information submitted by management and 
not disclosed directly in the body of finan­
cial statements, the items disclosed also can 
frequently be classed as informative but 
not essential.
In order to summarize my conclusions 
and admittedly at the risk of oversimpli­
fication, it is my opinion that we have a 
duty or right to solicit and thereby to 
acquire knowledge of events which occur 
after a balance-sheet date, primarily to 
the extent that our knowledge of the client 
and its affairs, and the results of our ap­
plications of standard auditing procedures 
to any particular financial statements in­
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dicate a need for investigation into the 
subsequent period. I would hesitate to ad­
mit it was necessary generally, as distin­
guished from specifically, to apply limited 
or minimum procedures to a subsequent 
period on the theory that such procedures 
might possibly produce some information. 
I think that there should be a specific 
reason to extend any examination of a 
stated period into a subsequent period. 
Under my opinion, any individual would 
conduct his examination into the subse­
quent period to the extent he deemed nec­
essary or advisable, but would not be 
governed by any view that some procedure 
was generally called for in those cases 
where in his opinion it was not specifi­
cally applicable. It follows in my opinion, 
that we are chargeable with knowledge of 
subsequent events only to the extent we 
may become aware of them in pursuance 
of the procedure outlined.
Minutes of meetings of a Board of Di­
rectors record specific matters of interest 
in connection with an audit and many 
other matters which are only indirectly 
related thereto but are enlightening to an 
auditor as to company policies and other 
matters. It is my opinion that it is gen­
erally desirable to read all minutes which 
are available to the date of completion 
of field service and this, therefore, auto­
matically includes a step which has been 
usually advocated as desirable in connec­
tion with investigation of subsequent events.
To a limited extent subsequent monthly 
financial statements prepared by the client, 
where available before completion of serv­
ices, will usually be handed to the ac­
countant. Major changes which may be 
observed in such statements automatically 
become of knowledge but I do not other­
wise deem it a requirement that such 
statements be investigated for possible dis­
closures. :
Need of Reading Officers’ Reports
It is a necessity to read the President’s 
or other officer’s report to shareholders 
contained in printed reports. This is done 
primarily for their connection with the 
related financial statements and not as a 
source of information regarding subse­
quent events.
The presence of an alert representative 
in reasonable touch with the client and its 
affairs is assumed.
I referred to our duty or right to ex­
tend an investigation into a subsequent 
period, such investigation extending not 
beyond the date of completion of our field 
work, where the application of standard 
auditing procedures to the current period 
indicated a need for such procedure. For 
example we should apply applicable in­
vestigative procedures to the subsequent 
period:
1. If examination of cash transactions, 
or any other records, indicated a possible 
material and significant addition to or de­
duction from cash, such as a deposit on 
a purchase or a sale.
2. If examination of sales or receivable 
records, or any other records, disclosed a 
need for further later data, whether for 
substantiation purposes or for general pur­
poses. This could result from the fact that 
sales to customers, or amounts due from 
them, were materially centered in one or 
two customers. The later status of the ac­
count or the status of relations with such 
customer could be important, but so far 
as the accountant was concerned, the fol­
low-up would be based on the situation 
shown in the current audit period.
3. If examination showed major items 
or portions of inventories as to which the 
valuation was based on early disposition, 
or a happening anticipated and relied 
upon at the balance-sheet date.
4. If examination of liabilities, or accru­
als, whether income taxes or other, showed 
that the amount in the balance sheet was 
based on incomplete information, and that 
later information might be expected. It 
could be that provision was made in re­
spect of litigation or other controversy, 
where a ruling or agreement was immi­
nent.
5. If ownership or control of a com­
pany changed as of a recent date and 
changed plans for the company were in­
dicated.
6. If franchises, leases, or other con­
tracts had an early expiration date, and 
the renewal thereof was of importance to 
the company’s operations.
Auditor’s Responsibility for Events After Balance-Sheet Date 11
These follow-ups are illustrative only 
and are all based on a lead. They are not 
steps taken without a specific reason, since 
as stated I do not advocate going into a 
subsequent period on the general theory 
that something might have happened. To 
the greatest extent possible let us leave 
that period as the responsibility of the 
management, and the subject of later 
report.
Although I do not subscribe to super­
ficial inquiries after date of completion of 
audit services, neither do I proscribe any 
procedures, inquiry or otherwise, whereby 
useful information could be obtained. 
Needless to say, information obtained as 
a result of suggested procedures or by 
accident, when once the knowledge of the 
accountant, must be used by him to any 
extent appropriate.
I distinguish financial statements in con­
nection with registration of securities for 
sale, although it is recognized that refer­
ence to a regular annual report to stock­
holders may be made by a prospective 
purchaser or seller of securities.
There are many conditions attending 
submission of financial statements in con­
nection with registration of securities 
which are different from those present 
in the case of regular annual audits. There 
are known statutory obligations which 
extend to the date the registration becomes 
effective, and that date is a significant one. 
There are also stated requirements regard­
ing contents both as to financial state­
ments and as to other material. In the 
case of regular annual reports the sig­
nificant date is the close of the fiscal 
period as of which financial statements 
are prepared, and toward which audit pro­
cedures are directed. I believe it correct to 
say that there is usually a longer interval 
of time between the balance-sheet date and 
the date the registration becomes effec­
tive, than between the balance-sheet date 
and the date of the accountant’s certifi­
cate in ordinary cases. The very terms of 
an accountant’s engagement to certify 
those financial statements permit and re­
quire closer investigation of happenings 
in that interval of time. The accountant 
has greater responsibilities but also greater 
opportunities for determining and consid­
ering any applicable subsequent events 
and I do not, therefore, deem it necessary 
to offer any suggested procedure in con­
nection therewith.
It is recognized that knowledge of ma­
terial events which have occurred may be 
obtained from general sources such as 
news, by fortuitous circumstances, or 
otherwise, but this knowledge is that of 
which an individual becomes possessed, as 
distinguished from that which he seeks 
through a specific course of investigative 
action.
It is my opinion that as to events oc­
curring after the balance-sheet date, as 
to which we acquire knowledge, regard­
less of how acquired, our responsibility 
would be to classify them into two cate­
gories :
1. Those events, a showing of the effect 
of which, or at least a description thereof, 
must be included in the financial state­
ments for such statements to be fair pre­
sentations in our opinion.
2. All other items—which, obviously, in 
my opinion, may generally be ignored. 
This attitude of course does not preclude 
or even argue against disclosure of such 
items. It does at least imply that dis­
closure under these circumstances is a 
gratuitous contribution to the information 
shown by the financial statements.
Disclosure after Balance-Sheet Date
I recognize the fact that there has been 
a trend toward disclosure of more events 
which have occurred since the financial 
statement date. Published annual state­
ments and articles bear this out. It seems 
to me this results from:
1. A wholesome desire for statements to 
be more informative to the reader.
2. A response to the propaganda effect 
possibly of the repeated use of the ex­
pression “responsibility in connection with 
subsequent events.”
3. Influence of the Securities Act of 
1933.
The trend toward more information is 
supported by all of us, I am sure, but I 
would like to see disclosures of all but 
required items in the company’s presen­
tation accompanying reports. In my view 
there should be no published report to 
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stockholders in which the financial state­
ments are unaccompanied by managerial 
comments. It follows that in my opinion 
disclosures of the kind discussed might 
not appear in financial statements which 
were not reports to stockholders—that is, 
regular audit reports. In cases where such 
regular audit reports were submitted for 
credit or other purposes the necessity 
would rest on management for any re­
quired additional disclosure.
Where the added disclosures result from 
the propaganda effect of the expression, 
and all of us are very conscious that there 
is a “subsequent event” problem of un­
charted extent, we should consider care­
fully whether we should accept responsi­
bility which is not reasonably assignable 
to us, but properly that of management. 
The balance-sheet is the representation of 
the company, and the responsibility of 
the accountant is to express his opinion 
thereon. As to any item which has oc­
curred after the balance-sheet date as to 
which disclosure is deemed necessary, the 
primary responsibility also rests with the 
company. Our expression of opinion is as 
to the adequacy of management’s disclo­
sure, but we should endeavor to have our 
clients understand their responsibility.
This discussion should be recognized as 
applying to the broad question of “what” 
events after the close of a fiscal year and 
before the release of the financial state­
ments relating thereto must be referred to 
in the financial statements or in footnotes 
thereto and to what audit procedures, if 
any, should be instituted for the purpose 
of becoming aware of the happenings en­
titled to such consideration. It is unnec­
essary to dispose of the question of 
“whether” any such events which occur 
after a balance-sheet date must be dis­
closed since there are extreme cases the 
reporting of which, when the event is 
known, is mandatory to keep the appli­
cable statements adequately informative.
The extreme cases referred to are such 
as one where a promoter purchased an in­
vestment trust and disposed of all the 
marketable securities, investing the pro­
ceeds in controlled companies organized 
to carry on various activities. This oc­
curred immediately after the balance-sheet 
date and the balance sheet, therefore, lost 
all significance as a showing of anything 
in existence at the time the balance sheet 
became public. Similarly, the related state­
ments of earnings for past periods based 
on income from the securities were totally 
unrelated to possible future operations. 
Another such case is evidenced by the 
present balance-sheet of an industrial com­
pany which has disposed of all of its 
plants and equipment and has the pro­
ceeds on deposit. Perhaps it will engage 
in business operations again but the total 
disposition of its plant assets prevents the 
balance sheet as of a date just prior to 
the sale from serving any purpose except 
with the disclosure of this subsequent 
transaction and, of course, the earnings 
statements for periods prior to the sale 
of the plants could have no relation 
to what might take place in the future. 
As is always the case, however, extreme 
illustrations are easy to handle since alter­
natives in connection therewith rarely exist.
Items Subject to Disclosure
The class of item which it is easiest to 
classify as subject to disclosure consists 
of those that affect amounts shown in a 
balance-sheet, or are more directly related 
thereto but where the applicable amounts 
are not determinable. The items are gen­
erally given effect in the balance sheet 
when the related amounts are known prior 
to completion of the balance sheet, and 
the subject of the event should be dis­
closed when it becomes known but the 
amount cannot be determined in time to 
be applied to the balance sheet.
Such items include legal proceedings by 
a company or against a company appli­
cable to prior happenings where the claims 
are material but the appropriate amounts 
cannot be determined until completion of 
the litigation. A second class of items 
which should be disclosed in most cases 
are those which have a material effect on 
the financial condition of a company but 
at the time of the event and not prior 
thereto. The direct relation of this item 
to a prior financial statement rests upon 
the assumption that a loss, for instance, 
will impair the assets shown in the bal­
ance sheet. An instance of this kind could 
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be a substantial loss from casualty of a 
kind inadequately covered by insurance, 
the casualty giving rise to the loss not 
having occurred until after the balance- 
sheet date. An earthquake was recently 
reported along the northeast Atlantic 
coast and it is conceivable that substan­
tial loss could be incurred from an earth­
quake of greater proportions than the 
one reported, adequate protection against 
which might not be in existence in most 
cases. It would not be proper, however, 
to give effect to such an item in a balance 
sheet of a date prior to the occurrence 
even if the amount of the resultant loss 
was determinable before the balance sheet 
could be released. Items referred to in the 
case of the investment trust purchased by 
a promoter and disposition of all of the 
plant properties of a company are other 
illustrations applicable to this category.
Items of the kind mentioned to this 
point may have an important bearing on 
the financial condition of a company. Im­
mediately after the occurrence and when 
any figures for a prior period are being 
used after such occurrence, the fact of 
the occurrence may be of interest to the 
reader or any decision reached by him 
based on the financial statements may be 
arrived at in ignorance of a matter which 
might influence his opinion.
It is my opinion that influence of the 
item on prior figures should be the con­
trolling opinion as to the items to be dis­
closed and not the mere materiality of the 
item itself. The conclusion in each case 
rests upon the judgment which we think 
must be exercised at all times by inde­
pendent accountants, but it would appear 
that in most cases the effect of subse­
quent transactions could be deliberately 
left out as having occurred after the bal­
ance-sheet date and, therefore, transac­
tions to be reported in the next period. 
Reporting by management as information 
should of course be encouraged.
SEC’s Attitude toward Disclosure
The Securities and Exchange Commis­
sion has stated that the accountant should 
adopt a liberal attitude towards the prob­
lem and make appropriate disclosures even 
though in an individual case the clear ne­
cessity therefore might not appear. It is 
easier to resolve all similar questions in 
favor of disclosure than it is to exercise 
one’s judgment and take the accompany­
ing responsibility. The policy stated by 
the Securities and Exchange Commission 
should be followed in the case of financial 
statements in connection with the regis­
tration of securities for sale. That would 
seem to be the situation in which maxi­
mum disclosure might be expected. If this 
should be accepted as a reasonable atti­
tude to govern our relation to financial 
statements in such cases, it does not nec­
essarily follow that the maximum should 
become the standard for all cases.
In the case of regular annual or peri­
odic reports, including those to the Secu­
rities and Exchange Commission, it is my 
opinion that there should be a clear ne­
cessity for the disclosure of the item or it 
might not serve any useful purpose. The 
thought may arise that this advocates a 
different standard as to financial state­
ments in regular annual reports and as to 
those included in registration statements. 
I do not advocate a different standard as 
both should be prepared in accordance 
with generally accepted auditing stand­
ards, but advocacy of a single standard 
cannot alter what I believe to be a fact, 
namely that there is a difference in atti­
tude when the specific purpose for which 
financial statements are to be used is 
known at the time of their issuance. The 
fact that as to a particular situation there 
is no untrue statement of material facts 
nor any omissions of material facts neces­
sary to make statements not misleading, 
would not prevent inclusion or submission 
of added data deemed informative to a 
prospective purchaser of securities even if 
it was believed that such data was not 
required in connection with the same finan­
cial statements when submitted for an­
other purpose.
We can accept, or advocate as our per­
sonal preferences may dictate, a single 
standard for the content of financial state­
ments, subject to our certification. It ap­
pears, however, that there is no all-pur­
pose financial statement. We recognize 
this in effect when we accept the practice 
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of placing footnotes on financial state­
ments submitted to the Securities and Ex­
change Commission because the informa­
tion contained in those instances is called 
for by instructions in accordance with 
which the statements are filed. The disclo­
sures in such footnotes are not included 
in the average printed annual report, or 
regular audit report, the information not 
being deemed by the certifying account­
ant to be material. It appears to me 
therefore that we should adopt the same 
attitude toward all financial statements 
and see that they are prepared with the 
primary purpose for which they are to be 
put foremost in our thoughts. Of course, 
in no case should they be below the stand­
ards of disclosure called for by our pro­
fessional standards.
The Securities and Exchange Commis­
sion has stated that profit and loss state­
ments are required in the registration 
statement as an indication to prospective 
investors of the registrant’s earning power. 
It has further stated that where changes 
will have a material effect on prospective 
earnings, the omission to disclose such 
changes and their possible effect with re­
lation to the profit and loss statements is 
as misleading as if the past earnings had 
been misrepresented.
We know that income statements repre­
sent to some extent an indication of what 
may be expected in the future, on the 
theory that we can only gauge the future 
by the past. The account of prior earn­
ings is not presented by the independent 
accountant however as an indication of 
future possibilities and if so interpreted 
it is not our responsibility. Our responsi­
bility extends to the certification of such 
statements as being fair presentations of 
results of operations for the period cov­
ered by the statement only. If anyone sees 
fit to infer or assume that an income 
statement for a period is an indication of 
what may be expected, such conclusion 
should be arrived at on his own responsi­
bility. We should confine our attitude to 
one of responsibility as to the statement 
but only indirectly with the inferences to 
be drawn therefrom.
I agree that there can be no complacent 
resting on the assumption that financial 
statements are to be taken strictly as rep­
resentations only as of their dates. It 
should be definitely understood, however, 
that they are not to be taken as repre­
sentations of the conditions prevailing at 
the time they are furnished.
In connection with the income state­
ment the subsequent events which should 
be disclosed thereon are generally similar 
to those I consider applicable to a balance 
sheet. In the first class are those items 
which directly affect items appearing in 
the statement and, to the extent they re­
quire correction, should be given effect 
before the statement is released. To the 
extent they have basically altered condi­
tions which furnished the operating re­
sults disclosed in the statements, and are 
known, such events should be described.
In the first instance is litigation regard­
ing an item affecting the period covered 
by the statement. If effect can be given 
thereto it should be done and if no amount 
is determinable up to the time the state­
ment is released, footnote disclosure is 
adequate. In the second class are items 
such as the disposition of the securities 
previously referred to or of plant assets 
as mentioned or the destruction of such 
assets to a material extent by casualty. 
Items of this nature mean that the assets 
used to produce the operations reported 
are not available for future operations and 
such items, therefore, are indirectly re­
lated to an income statement for a period 
prior to date of the occurrence.
Items Not Requiring Disclosure
Many items have been discussed, how­
ever, in talks and articles on this same 
subject but which, in my opinion, require 
no disclosure on a statement for a prior 
period. Reference is frequently made to 
plant acquisitions or dispositions or en­
largements, new products, discontinuance 
of old products, wage adjustments, or 
labor relations, death of officers, and such 
items. These and many others may be 
important in the affairs of the company 
but may have no bearing on past results 
and may have no identifiable bearing on 
future results. It was not generally deemed 
necessary to apply notes to income state­
ments of corporations which abandoned 
Auditor’s Responsibility for Events After Balance-Sheet Date 15
their regular activities and devoted their 
plants and energies to war purposes. The 
situation might be different, however, if, 
at the time a summary of earnings for a 
period of years was shown, the results 
covered the manufacture of automobiles 
and the company had decided to abandon 
such activity and in future manufacture 
tanks, when the change was based on 
policy and not on a national emergency. 
Even this is questionable if the change was 
made because the management thought the 
matter of manufacture of tanks repre­
sented a preferable enterprise. The disclo­
sure remains management’s responsibility.
For accountants to feel any responsi­
bility for disclosure of items of this nature 
is to result in their being associated with 
events which touch on prophecy as to the 
future. We should disassociate ourselves 
from any indication that happenings should 
be construed as favorable or unfavorable, 
and it is difficult to see how items of this 
kind can be mentioned except to warn 
of the possible effect on future operations. 
We should also consider the relation be­
tween disclosure of an event after the 
close of a period, and occurrence of a 
similar nature during the period covered 
by a report. It is possible that the prob­
able effect of a subsequent event is of less 
importance than the actual effect of an 
undisclosed prior event.
A study of printed annual reports will 
disclose a volume of information in the 
part of such reports usually referred to 
as the President’s Letter regarding pro­
posed new activities, plant additions or 
dispositions, research activities and the 
possible benefits, etc. It is easy to see that 
some of these items are potentially of great 
importance but the importance of any 
such current event and its effect on future 
operations can have no bearing on what 
has occurred in the past. The death of a 
single officer responsible up to that time 
for the operations of a company is no in­
dication that a better successor may not 
be obtained and, conversely, collection of 
large proceeds of insurance policies may 
in no way adequately compensate a com­
pany for the loss of an official. Such events 
occur but they do not affect a prior state­
ment and disclosure thereof should not be 
the responsibility of an accountant certify­
ing prior statements.
The position has been taken by pre­
vious speakers and writers on this subject 
that we cannot, or need not, apply our reg­
ular or standard auditing procedures to 
the interim period in connection with the 
examination for the period covered by the 
financial statements. I agree with this. 
Also it seems to me we should not under­
take any such limited audit procedures to 
determine what may have happened after 
the balance-sheet date when, if it should 
develop that something important has not 
come to our attention, the cold view of 
hindsight may show such steps to have 
been too superficial to constitute a rea­
sonable basis for reliance thereon. Our 
standard procedures carry weight and will 
stand reasonable investigation and have 
been found effective and entitled to re­
spect. We should not be willing to be 
judged or held responsible as to that sub­
sequent period to which we apply merely 
superficial procedures which we cannot 
claim furnish an adequate basis for the 
assumption of responsibility. Our respon­
sibility should be in connection with the 
disclosure of material items of which in­
telligent professional men of integrity be­
come aware through our normal contacts 
with the client and his affairs, and in the 
follow-up of leads obtained in the period 
covered by the certificate and we should 
not create or possess an unwarranted 
sense of awareness of such items based on 
the performance of superficial procedures 
which did not seem to be demanded and 
which are below our regular standards.
It should be recognized as entirely 
proper that there are situations in con­
nection with which we may acquire no 
knowledge of what has occurred after the 
date of our examination and, in the ab­
sence of any such knowledge, are able to 
release a standard form certificate within 
a reasonable period after the completion 
of our field work with no fear of responsi­
bility for what might have happened in 
the interim period concerning which we 
had no contact with the client or his af­
fairs. It would appear that this should 
apply in the case of an annual report filed 
with the Securities and Exchange Com­
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mission or any similar body. If, for in­
stance, the field work for a printed annual 
report is completed and the report is cer­
tified on February 14, and the working 
papers then contained necessary data for 
checking the company’s report to be ren­
dered in April to the Commission, the in­
dependent accountant should check such 
report in April and furnish his certificate 
to accompany it with no responsibility for 
events which had occurred between Feb­
ruary 15 and April unknown to him.
This is not to say that some event which 
occurred during that period should not be 
followed and perhaps given effect in the 
report to the Commission even if it makes 
such report different from the printed an­
nual report. In such an unusual case the 
company might wish to issue a revised 
printed report, but such circumstances be­
long in that rare category for which rules 
cannot be written. This subject should be 
explored and commented upon by ac­
countants and out of the mass of such 
comments, those possessing logic and clar­
ity will take root in our consciousness.
No rule should be promulgated now, 
in my present opinion, that goes beyond 
the recognized generality that all things 
which have a bearing on financial state­
ments and make them better presentations 
and more widely susceptible of under­
standing may and perhaps should be ex­
pressed therein, and that all things which 
are required to be stated to make financial 
statements fair presentations, or to keep 
them from being misleading, must be 
stated. Only our judgment can guide us 
in determining what information should be 
disclosed in financial statements to make 
them meet the high standards towards 
which we strive.
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Auditor’s Responsibility for Client’s
Compliance With Controls
by Donald J. Bevis, CPA, Touche, Niven, Bailey & Smart
Wars and other periods of stresses and strains have always resulted, because of the exigencies of the situations, in the 
imposition of new control and regulatory 
laws over many phases of our economy. 
These laws, by their very nature, have 
compounded the administrative and oper­
ating problems of practically all busi­
nesses. During these emergency periods 
conditions do not remain static; they are 
constantly changing. As a result some con­
trol laws are strengthened; their terms 
become more onerous. Other laws are re­
pealed and supplanted by more rigorous 
laws. Regulations issued by appropriate 
governmental bodies to implement these 
laws are constantly being revised to meet 
new conditions, to correct inequities, or 
to give recognition to situations that peo­
ple in government can only realize when 
they are forced to meet a problem on a 
common ground. Many times there are con­
flicts of interests between governmental 
bodies—and, as well, between business 
groups. The result is great confusion. 
Business must “play by ear” until think­
ing becomes crystallized and a common 
approach is attained or recognized.
From these remarks, however, I do not 
mean to imply that I think that the prob­
lem of control laws is only transitory or 
is only confined to emergency periods. 
History and experience have demonstrated 
that, with the growth and increasing com­
plexity of our business economy, the ma­
jority of people have insisted upon greater 
regulation of business by government. 
There is no reason to believe that this 
condition will materially change in the 
future. Regulation of business in varying 
degrees will remain with us.
During the recent period of rapid growth 
in our economy the public accounting 
profession came of age. It established 
high standards. Some of these standards 
are legally prescribed, as evidenced by 
the various state accountancy laws. Others 
are self-imposed, as contained in our Rules 
of Professional Conduct and as reflected 
in, for example, Extensions of Auditing 
Procedure and Statement No. 23 of the 
committee on auditing procedure, which 
have been approved by the membership of 
the American Institute of Accountants.
Certain well-defined relationships now 
exist between the CPA, his client, and 
third parties. The CPA can not forget or 
overlook his independence. He can not 
plead ignorance of factors that do or 
could have a material bearing on financial 
statements which he has approved or on 
the financial condition of a client.
The public accounting profession has 
become an important part of our economy. 
The profession has not been static. It has 
realized its responsibilities. New auditing 
and accounting procedures and practices 
have been developed to meet the changing 
economic conditions. These procedures and 
practices have recognized the continuing 
problems imposed by those laws and regu­
lations that have become accepted over a 
period of years and are now an integral 
part of our everyday business affairs.
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Emergency control laws, however, be­
cause of their newness and sometimes lack 
of definitive criteria for determining com­
pliance, do not as readily fall into place 
in the usual examination of financial state­
ments. In such cases the responsibilities 
of the CPA are increased only because 
there is a new problem that must be rec­
ognized. He is not faced with a change 
in basic auditing philosophy or auditing 
standards. Accordingly, it is incumbent 
upon the CPA to know and understand 
in a general way the problems and re­
quirements of such control laws.
On the other hand, the CPA is not a 
policeman; he does not have the respon­
sibility for the enforcement of laws and 
regulations. By the very nature of the 
auditing process he is not in a position to 
guarantee or warrant the complete com­
pliance of his client with such laws and 
regulations. The auditor’s responsibility 
primarily relates directly to his opinion or 
report on the financial statements. He is 
more particularly concerned with matters 
that may have a material effect on the 
statements. All of our present day audit­
ing standards and techniques have been 
developed with this view in mind. To 
change this approach because of the ad­
vent of a new law would put an unwar­
ranted burden on the CPA.
The usual examination made by a CPA 
is based on testing and sampling a por­
tion of the financial transactions. These 
tests are not intended to disclose minor 
errors or irregularities. They are designed 
to satisfy the auditor as to the general 
authenticity of the accounting records and 
financial statements. The usual examination 
also includes a review of the internal con­
trol and accounting procedures and dis­
cussions with responsible officials of the 
client of the procedures followed to in­
sure compliance with all important laws 
and regulations, including those that have 
been long established as well as those that 
are intended to cover emergency situa­
tions. This inquiry can never be casual; 
it must be directed to important matters, 
including the procedures followed by the 
client to insure compliance with controls.
If the auditor, through normal audit 
procedures, obtains no knowledge of non­
compliance with control laws, he is not 
warranted in extending his tests to deter­
mine that there has been complete com­
pliance with all of the various detailed 
requirements of such laws. In these situa­
tions, however, normal audit procedures 
require and presuppose the recognition 
of the materiality of the penalties that 
may result from noncompliance. This does 
not create or impose a new auditing stand­
ard or procedure. The audit procedures to 
be followed in the usual examination must 
always be based upon and give appro­
priate recognition to the materiality of 
the items to be examined.
If the auditor, however, in the course 
of his usual examination, does encounter 
evidence which leads him to believe that 
violations of control laws have occurred 
which might result in liabilities or pen­
alties materially affecting the financial 
statements, then he must extend his exam­
ination as the circumstances in each case 
will require. In some instances he will 
need and will ordinarily be entitled to 
rely upon the opinion of the client’s legal 
counsel as to the interpretation and effect 
of the regulations in question. Obviously 
the CPA cannot express an unqualified 
opinion on the financial statements of his 
client if in his judgment appropriate pro­
vision has not been made for known lia­
bilities that will result from noncompliance.
At this point it is appropriate to point 
out and emphasize that the auditor has a 
different degree, and in many cases a 
lesser degree, of responsibility when he is 
dealing with new areas involving legal 
interpretations. Nevertheless, he cannot 
shirk his responsibility of a reasonable un­
derstanding of these new areas and their 
impact on his client.
The problems created by the control 
laws of today are fundamentally, from an 
auditor’s standpoint, no different than 
those that existed during World War II. 
The committee on auditing procedure in 
July 1944 in a bulletin (No. 21) relating 
to wartime regulations came to the con­
clusion that the CPA need not extend his 
usual examination for the purpose of de­
tecting instances of violations of control 
laws, unless he had reason to believe that 
violations had occurred. The committee 
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did, however, point out that the CPA 
should be alert to the problems created 
by the new laws just as he should be alert 
to the problems created by long-standing 
legislation. It is my belief that the bulletin 
issued in 1944 is as controlling today as 
it was at that time.
In summary, it is my opinion that the 
CPA has no more responsibility for his 
client’s compliance with control laws than 
he has with respect to any other law. If 
the CPA has made his examination in 
accordance with generally accepted audit­
ing standards and has included all pro­
cedures that would be considered neces­
sary in the circumstances and has found 
no evidence of violations of control laws 
that would have a material effect on the 
financial statements, then he need not ex­
tend his examination merely because of 
the existence of the new control laws.
The extent of the examination and the 
character of the CPA’s report on the finan­
cial statements of clients where there are 
known violations of control laws or of any 
law will necessarily vary with the mate­
riality of the offense and his ability or 
inability to satisfy himself as to the fair­
ness of the financial statements. The re­
sponsibility of the CPA will naturally be 
greater in such cases.
Some people have suggested that the 
CPA include in his report a statement to 
the effect that he was unable or was not 
in a position to determine whether his 
client had complied with the control laws. 
In my opinion, this practice would be an 
unwarranted disclaimer of the CPA’s re­
sponsibility and could cast a serious doubt 
on the integrity and financial statements 
of the client. The CPA must be in a posi­
tion to appraise the effect of control laws 
on the financial statements upon which he 
is reporting.
A. FRANK STEWART, 
CPA, is a member of the 
AIA Council and of the 
AIA committees on au­
diting procedure and co­
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Twice president of the 
Va. Society of PAs, he 
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Experience with
Statement 23
by A. Frank Stewart, CPA, Partner: A. M. Pullen & Co.
Progress is being made in bringing about a national understanding of the provisions of Statement 23. Those ac­
countants who are members of the Amer­
ican Institute, or of their state societies, 
now realize that No. 23 does not establish 
any new standards as to when an opinion 
may be expressed—that it does not apply 
to the expression of an unqualified opin­
ion or even to a qualified opinion on the 
statements taken as a whole.
The severe accusations that formerly 
were made against No. 23 have now sub­
sided. No longer is it considered to be 
a means of trying to put the smaller prac­
tioner out of business or of extending 
auditing procedures far beyond the limits 
of human endurance. Informed accountants 
now know that Statement 23 was never 
intended to apply to procedural methods; 
that it applies only to those cases where 
an accountant feels that an opinion can­
not be expressed. The very name of the 
statement “Clarification of Accountants’ 
Reports When Opinion is Omitted” is one 
that sets it completely apart from matters 
of procedure.
The rejuvenation given by the adoption 
of No. 23 to Statement on Auditing Pro­
cedure No. 1, better known as “Exten­
sions of Auditing Procedure,” has been 
the principal cause of the difficulty. To a 
large degree the extent of procedures 
governs the expression of an opinion. That 
there are problems present in reaching a 
decision as to what type of opinion, if 
any, is to be expressed, nobody can deny. 
Accountants are at a disadvantage in deal­
ing with this subject because there are 
but few reported cases of auditing prac­
tice and procedure which may be used 
for guidance. Time, experience, and knowl­
edge will eventually evolve policies to gov­
ern the varying conditions surrounding the 
expression of an opinion, but time and 
understanding are necessary to reach the 
desired end.
There are two major points remaining 
to be understood and one to be estab­
lished; they are:
What constitutes a qualified opinion?
When are piecemeal opinions to be 
used?
How can national conformity with State­
ment 23 be accomplished?
The main and principal question that 
still bothers many accountants is: “Does 
failure to observe inventories or confirm 
receivables preclude an opinion?” Every 
year more and more clients who have no 
third-party interest in seeing their state­
ments are authorizing the use of our ex­
tended procedures, but there will always 
be many who will not consent to their 
use. This is not a new condition and it 
is of almost daily presence in the prac­
tice of the smaller accountants.
Many accountants consider that a limita­
tion of procedures extending to inven­
tories and receivables offers no problem. 
They simply express an opinion on the 
statements but explain that the opinion 
is not to apply to the inventories and re­
ceivables, and this is regarded by them 
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as being a qualified opinion. They are 
not concerned with the relationship of the 
dollar value of the inventories and re­
ceivables to the total of all assets. There 
was no confirmation of these two assets 
and, having so made clear to readers of 
the report, there is no responsibility at­
taching to the accountant for including 
them in the statements.
This is probably a satisfactory arrange­
ment between these accountants and their 
clients who conduct owner-operated busi­
nesses. The danger here is that third-party 
users of the report may falsely assume 
that confirmation of all items in the state­
ment is complete by reason of the asso­
ciation of the accountant’s name with 
the report, and in so doing place a re­
sponsibility on the accountant which he 
was prohibited from assuming.
The current definition of a qualified 
opinion is: “One in which the accountant 
expresses an opinion on the statements 
taken as a whole, but with reservations 
or exceptions as to certain matters which 
are not material enough to negative the 
opinion.” I am sure that there are many 
who will say that this definition limits 
the use of qualified opinions. It does; 
but there is nothing within or without 
Statement 23 to prevent partial examina­
tions, and in such cases piecemeal opin­
ions, rather than qualified opinions, are 
to be rendered. Piecemeal opinions, which 
I personally should prefer to be called 
limited opinions, may be given in cases 
where the scope of the examination has 
been insufficient to enable the expression 
of an opinion on the statements taken as 
a whole.
There is no reason why a denial of an 
over-all opinion should be so worded as 
to create the impression that no depend­
ence whatever may be placed upon the 
statements or upon the work which the 
accountant has done. At the same time 
piecemeal opinions should be carefully 
worded so that their reader will not place 
a greater dependence upon the work done 
than is justified by the circumstances 
of the examination. Piecemeal opinions 
should be related to the items in the state­
ments rather than to the statements them­
selves. A good example of the wording 
of a piece-meal opinion can be found in 
The Journal for January, 1951, at page 
140.
The third problem is a serious one and 
it is one that requires your help. It re­
lates to the extent that conformity with 
the provisions of Statement 23 of all 
accountants may be established. Noncon­
formity of any substantial group of ac­
countants with the requirements of 
Extensions or of Statement 23 is an ob­
stacle to the accountants who insist upon 
upholding the standards of the profession. 
The cooperation of every state society is 
being sought in a campaign of educational 
understanding both within and without 
their memberships. Literature on the sub­
ject has been widely distributed, but, 
there are just too many folks who just 
won’t read; they want personal contact. 
So I ask that advantage be taken of every 
opportunity to acquaint all nonconformists 
with their responsibilities under State­
ment 23 and also instruct third-party users 
of reports regarding these matters. In so 
doing you will be making a valuable con­
tribution to your profession and if you 
take care of it—it will take care of you.
WALTER R. FLACK, 
CPA, is a member of the 
AIA, of NACA, of AAA, 
and of the San Antonio 
Trust Council. He has 
served as chairman of 
the Auditing Procedure 
and Reports Committees 
of the Texas Society of 
CPAs. He has been en­
gaged in public account­
ing since 1929 and con­
ducted his own account­
ing practice since 1940
What is Wrong with the 
Long-Form Report?
by Walter R. Flack, CPA, Walter R. Flack & Company
Wanted—a Standard for all Re­ports, might be a more realistic title for this paper. Where is the point at 
which a short-form report ends and a long- 
form report begins ? How are they otherwise 
distinguished? Why are they distin­
guished? Does the Institute frown upon 
the use of long-form reports, as many 
seem to believe? If not, why has only the 
short-form report been expounded in its 
literature? If a form other than the one 
set out in Statement 24 is preferred, how 
should the auditor present the scope of 
his examination? His opinion or dis­
claimer of opinion? What information 
should be included? What arrangement 
should the report have? Should the report 
letter have captions? What terminology 
should be used? Should the report state 
the purpose for which it was prepared? 
Should reports be uniform? Should they 
ever be presented on plain undisclaimed 
paper? Should a statement of opinion 
be extended to include supplementary in­
formation within the report? What is in­
cluded in the term “report”?
These questions do not have generally 
accepted answers because the studied 
opinions of a sufficiently comprehensive 
sample of practitioners have not been 
correlated. This is necessary before any­
thing even resembling a standard can be 
evolved. A subcommittee of the auditing 
procedure committee has been appointed 
and assigned the job of studying this 
field and recommending an approach to 
this far-reaching problem. It involves the 
users of our reports as well as ourselves; 
therefore, their views must be considered 
lso. The subcommittee is still in its 
formative period. Obviously, no recom­
mendations are forthcoming from it at this 
early date.
I am not bold or presumptive enough 
to advance in this paper more than purely 
personal thoughts and opinions. And this 
is done only to stimulate your own think­
ing toward giving us your studied conclu­
sions. We will be very glad to hear from 
you.
Our professional standards come from 
the affirmation of good experiences in ap­
plying professional reason when there have 
been enough practitioners involved to 
constitute a formulating group. Changes 
of form or of practices or of procedures, 
therefore, become generally acceptable 
only when their virtue has been demon­
strated and well tested by experience. We 
are endeavoring to determine what your 
practices in report writing are, and how 
you feel they might be improved.
Certified public accountants have an 
inherent love of tradition. During the 
period of evolution of a standard that is 
formulated out of a traditional method, 
we find at any given point of time a 
rather bewildering variety of practices, 
for each practitioner is largely left upon 
his own in finding the best way. We ob­
serve that in regard to report writing, the 
present time is such a period. This variety 
is confusing to accountants and also to 
the public. Confusion is increased by the 
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fact that there is no profession-wide or­
ganization with exclusive authority over 
accounting and auditing matters. Many 
professional groups, such as the National 
Association of Cost Accountants and the 
American Accounting Association, many 
government agencies, such as the Secur­
ities Exchange Commission and the Bu­
reau of Internal Revenue, and many pro­
fessional society groups, such as the state 
association of certified public account­
ants and public accountants, greatly in­
fluence thought but unfortunately they do 
not always agree. The most authoritative 
voice of them all is the American Institute 
of Accountants. Certainly it will be looked 
to in the matter of report writing.
When we are confronted with a prac­
tical situation that does not seem to fit into 
the authoritative molds, we are inclined 
to make it fit into some well-recognized 
traditional way, even though this may 
not be entirely appropriate. Changes, ex­
tensions, and revisions, we know, must go 
through a period of meeting objections, 
misunderstandings, and oftentimes accu­
sations of wrong intent. Most of us are 
prone to take the easier way out.
The comparatively sudden and tumultu­
ous growth of the accounting profession 
has brought new demands for new types 
of services and also new users of our 
product. We are charged with the respon­
sibility of furnishing information or stat­
ing our opinion concerning information 
furnished by business, to stockholders, 
banks, and other credit agencies, employ­
ees, management, government agencies, 
and other individuals and organizations. 
The unavoidable differences in problems 
and applications encountered in furnish­
ing the information required by the dif­
ferent users, coupled with the different 
kinds of businesses which we serve, have 
led some accountants to express the opin­
ion that different sets of standards are 
necessary within our all inclusive pro­
fession. I do not share that view. Our 
standards, to be professional standards at 
all, must be profession-wide and broad 
enough to include all who practice in 
good faith whether his practice be large 
or small and whether it consists prin­
cipally of large or of small accounts.
The right to exercise personal judgment 
and the maintenance of complete inde­
pendence are our priceless assets. How­
ever, if we are to maintain a profession, 
both of these rights must be exercised 
within the confines of the recognized pro­
fessional standards as determined by a 
majority of its members, regardless of 
the size or location of their practices.
In the past we have done a much 
better job of providing standards and 
procedures to prevent deception than we 
have done to prevent confusion. Audit­
ing procedures, accounting principles, 
terminology, form and arrangement, field 
work, and other matters which are essen­
tial to the conclusion of an engagement 
have received much more thought and 
attention than has the report itself. We 
have erred to a considerable degree in 
not placing more emphasis upon this 
interpretative medium, which is the end 
product by which we are judged. Too 
often the report is a matter of hurriedly 
assembling the data to be transmitted and 
presenting it in some form to which we 
have grown accustomed and within which 
we feel safe because it has been done in 
such manner by so many other account­
ants for so long.
Unquestionably, we will benefit by re­
placing complacency with new thoughts, 
by replacing the escape of responsibility 
with professional stature, such as State­
ment 23 is now doing, and which I be­
lieve the observance of the name-paper 
principle would greatly benefit, and by 
providing standards within which all who 
practice in diligence and good faith will 
feel assured that they practice well.
Standards of Reporting
By tradition, we seem to have reached 
the conclusion that there are only two 
types of reports, i.e., the short form, used 
primarily for stockholder-type businesses, 
and the long form, used for all other 
purposes. The standards of reporting ap­
ply to no single type of report. These 
standards are only: (1) the report shall 
state whether the financial statements are 
presented in accordance with generally 
accepted principles of accounting; (2) 
the reports shall state whether such prin­
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ciples have been consistently observed in 
the current period in relation to the 
preceding period; and (3) informative 
disclosures in the financial statement are 
to be regarded as reasonably adequate 
unless otherwise stated in the report.
Prior to Statement 23, statements of 
the auditing procedure committee of the 
American Institute of Accountants have 
been limited to the so-called short form 
report. Erroneous statements have been 
made to the effect that the Institute frowns 
upon the use of long form reports because 
they have not been sanctioned in the 
Institute’s literature and because the only 
concern has been with the short-form re­
port. It is true that the long form report 
has not experienced comparable exposition 
in the Institute’s literature, but it is an 
error to conclude that because references to 
long form reports are seldom seen that 
they are frowned upon. I believe that there 
are two reasons for this omission. First, 
the nature of long form reports makes 
them so cumbersome and unwieldy that 
references to or examples from them are 
usually too difficult; second, the Institute 
committees’ published data has almost al­
ways presumed a corporate form with 
widely held stock and the short form re­
port is the generally accepted type for 
such companies.
Until we evolve clear and appropriate 
standards that we accept and clearly un­
derstand, we can expect only increased 
confusion among the users of our reports. 
The issuance of Standards of Reporting, 
Statement 23, and Statement 24, are sub­
stantial and material aids in our report 
writing problems. We see, however, too 
many instances wherein the reporting 
CPA escapes responsibility by the use of 
undisclaimed plain paper, or where opin­
ions are hedged in some indefinite sort of 
way, or the information furnished is un­
derstandable only by one who is trained 
in the technicalities of accounting and 
reporting, or where the primary purpose 
seems to be to show that the audit under­
lying the report was properly conducted, 
or where large volumes of information are 
included which are extraneous to the 
usual purpose of reports.
There are two extremes of criticism 
from the users of our reports, namely: 
those who now do not bother to read what 
we say, or fail to evaluate what we do not 
say, because they have given up in trying 
to understand our reports, and; those who 
analyze them to the extent that they criti­
cize use for not having all of the informa­
tion they desire as if their particular 
purpose were the only one for which any 
report is prepared. Until we decide what 
our standards are and consistently apply 
them in practice, we can not rightfully 
expect the public to understand our po­
sition. There have been many committees 
on both local and national levels which 
have contacted bankers and other credit 
men in order to determine what they want 
to find in our report. Differences between 
their individual desires are so many that 
I doubt the probability of a satisfactory 
design ever emerging from this approach.
Educating the Report User
The solution may be through committees 
of each profession working jointly. We 
will make much more progress if we will 
put our efforts into teaching our report 
users what we do, how to evaluate our 
reports, and what reliance to place upon 
them. There are many details which the 
user should be taught to accept from 
us without explanation. Why should we 
be required to recite auditing procedures 
applied in our engagements, as are dis­
played in many long form reports? If a 
banker, or any other user, requires such 
particular information which is not of 
general interest or general necessity, he 
should be taught that a separate request 
is necessary. Our response to these spe­
cial requests will embrace the large field 
of special purpose and long form reports 
as they are now generally understood.
The adoption of the larger principle of 
disclosure, that is, the use of the name­
paper principle, is advisable because of 
the fact that Statement 23, as it is now 
interpreted literally, can be completely 
avoided by the unlimited election of the 
individual accountant. Further, Statement 
23 presumes only auditing engagements, 
whereas our work embraces much ac­
counting and tax service as well as spe­
cial professional services including budget 
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surveys, accounting within contracts and 
legal obligations, interpretation of finan­
cial data, etc. The name-paper principle 
includes all of these engagements and 
any others wherein professional account­
ing or auditing services involving the 
presentation of financial statements are 
concerned.
Usually a report prepared for one pur­
pose will not be of much value for an­
other. When a CPA releases his report, 
he loses control of it and does not know 
who will use it or for what purpose. Unless 
this purpose is clear, confusion will re­
sult and he will be blamed. One report 
will be prepared primarily for stockhold­
ers, another for the SEC, another for the 
local banker, another for management 
only in the owner-manager type business, 
another for a proprietorship, and another 
for a partnership or a close corporation.
I do not believe that this broad field of 
report writing was intended to be sepa­
rated into two types, and it is becoming 
increasingly apparent that the more we 
try to fit our practical circumstances into 
the two molds, the more confused we 
become. Some view the short form report 
as useful in and as a part of a more 
detailed report. Others view it as being 
expansive enough to include details 
viewed by others as being long form re­
ports. Others see it as a minimum content 
always, consisting of a scope and an opin­
ion paragraph. Some hold that a report 
is only the transmittal letter written by 
the auditor. Others hold that a report 
includes the financial statements. Others 
hold that supplementary data is included 
also.
Widespread Use of Statement 
24 Short-Form
The short form report recommended 
in Statement 24 has been the result of 
much experience and comes nearer to a 
generally accepted single form than any 
other. This report is designed primarily 
for companies with widespread stock­
holders who desire publication, and is ac­
ceptable to them because of the estab­
lished belief that they are entitled to rely 
upon the auditors who submitted it with­
out further inquiry into the mechanics 
of the work behind it. It is not useful 
without substantial change, however, in 
cases where the business form is other 
than a stockholder-owner type or where 
qualified or piecemeal opinions are ex­
pressed.
In the case of a SEC registration the 
CPA knows in advance almost exactly 
how his report will be used and it is 
prepared under nearly complete rules. 
Contrariwise, the report to the manager­
owner business finds the principal user 
a great deal more interested in what his 
business is doing than what the auditor’s 
opinion is of its financial position; and 
the CPA is given great freedom in which 
to make the audit and write the report. 
The credit grantor wants comparisons of 
prior periods, ratios of various items, anal­
yses of accounts such as receivables by 
age, and other things which are of much 
interest to him but of little interest 
to anyone else. No user wants to be forced 
to read through great volumes of detail 
in which he is not primarily interested in 
order to find his particular information. 
Should we not separate the information 
that all users will be interested in?
I believe that we should discontinue 
thinking in terms of short form reports 
and long form reports, and direct our 
energy toward evolving all-purpose type 
reports with separate supplementary in­
formation when necessary. This all-pur­
pose report should contain only the in­
formation necessary for general purposes 
unless otherwise requested. Strict uni­
formity should not be sought but enough 
unity to embrace consistency and har­
mony within the many individual styles 
is highly desirable. Statement 24 contains 
a generally acceptable form which is 
the result of years of practice and experi­
ence and which is well established in its 
present usage. The example it prescribes 
should, therefore, be followed closely, but 
not necessarily literally, for the all-pur­
pose report. If limitations such as for the 
certification of a proprietorship, expan­
sions necessary to allow individual writing 
style, omissions in the scope of the audit 
engagement, partial or piecemeal opinions, 
or other qualifications generally acceptable 
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as being necessary in the report letter are 
encountered, they could be easily designed 
without material change of its present 
form. I would not be surprised to find 
that this is widely practiced now in the 
field of unpublished reports. I repeat, if 
the report has a specific purpose, any 
additional information necessary to sat­
isfy that purpose should be set out in a 
separate transmittal, thus becoming sup­
plemental to the report proper. The 
auditor should have the election of com­
bining the two transmittals into one binder 
as long as he clarifies within it the parts 
included in his statement of opinion, and 
states the purpose for which the sup­
plemental information was prepared.
It seems to me that if we are to be 
correctly classified as professional men, 
we must build the conclusion in the public 
mind that a recitation of any details of 
our work is unnecessary unless they are 
for a specific purpose and that we are 
to be trusted concerning the execution 
of our own procedures. We want what 
we say to be read. We do not know, nor 
should we necessarily care, whether or 
not a user of our report is capable of 
judging the adequacy of our audit by dis­
played procedures. If a special purpose user 
wants details of auditing procedures em­
ployed, etc., he should have them to his 
heart’s content, but in the supplemental 
information, so that others will not be 
forced to read through them unless they 
so desire. We should begin our user’s 
education by teaching him what is cus­
tomary.
Our approach to this report problem is 
not different from our approach to other 
present difficulties, including auditing 
standards. First, we must agree among 
ourselves as to what the generally ac­
cepted standards should be; next, we 
must indoctrinate our clients and report 
users with these standards and develop 
the conviction that we should be depended 
upon to apply them in all of our work.
DISCUSSION
After the speeches, Chairman Jennings invited questions from the floor and the following 
discussion ensued:
MR. RALPH MAYO: I should like to ask 
Mr. Hill a question. It would be more 
helpful to me if he would state a few 
specific examples of the type of after­
events that should be referred to, and in 
your comments in response, would you 
kindly refer to examples of exceptional 
gains or exceptional losses that may have 
occurred immediately offer the balance 
sheet date? For example, the sale of a 
fixed asset or investment that is highly 
appreciated, or has greatly depreciated, 
was sold, let us say, during the course of 
the audit. What would be your attitude in 
respect to that, and would you kindly state 
some more specific examples? I should 
like to hear them.
MR. GORDON M. HILL: On the question of 
disclosure—that is, what you directed your 
question to, not to how you become in­
formed of those matters, I suspect I am 
completely orthodox. Anything should be 
disclosed that contains material aid to the 
understanding of a financial statement, if 
you are aware of it and if in your opinion 
it would influence or inform the reader of 
the financial statement.
The question of profits or losses on 
transactions which occur subsequent to a 
balance-sheet date—should be, in my opin­
ion, deemed important information if they 
impair the financial condition stated. The 
profits after the close of a balance-sheet 
date may be important. If assets used in 
the business are disposed of at a large 
profit because they are substantially de­
preciated, that single event may not be 
very significant. The important question 
may be whether they are to be replaced, 
and what may be the probable cost of 
replacement. Maybe they have been re­
placed and the old plant which no longer 
serves any useful purpose is disposed of 
at a substantial gain. The only effect of 
that item is that the company has a gain 
and is in better condition at the date of 
the event than at the balance-sheet date.
I think that item is primarily of interest 
to anyone who is, after that date, in­
terested in the acquisition of securities, 
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but you can rest assured that the proposed 
purchaser of securities would be informed 
that conditions were better than last dis­
closed.
The question of new products, or the 
discontinuance of old products, in my 
opinion is substantially or almost entirely 
within the realm of those matters which 
regularly occur. They may be of vital im­
portance, but they are subsequent to the 
date of the financial statements, and they 
are only of interest if the auditor is in­
formed about them through his own work 
or through fortuitous circumstances. They 
may be informative, but not the account­
ant’s responsibility. The responsibility 
for the disclosure of these items is the re­
sponsibility of management. The auditor 
can have no objection to additional in­
formation that accompanies financial state­
ments if he can satisfy himself as to the 
disclosure. There is one exception, and 1 
think it is an important exception. The 
disclosures made must not be the favorable 
disclosures, and that question arises when 
you consider these items. If disclosures are 
made because it is a matter of information, 
you can be sure that the disclosure is not 
being made of the item which impresses 
the reader with its favorable aspects. Per­
haps they are disclosures which could be 
made unfavorable matters about which you 
have no information, but we have some 
concern that disclosures should be inclu­
sive. Therefore, our responsibility, I think, 
should be exceedingly limited, because 
when we do not examine the period, we 
do not know what happens in that period, 
and the disclosure of items which seem 
to contain information may always be ac­
companied by the nondisclosure of an 
item about which we are not informed, but 
which may be of importance to the reader. 
MR. CARMAN BLOUGH: May I follow with 
a question on that? You talked about the 
responsibility of gain that has taken place 
after the end of the year and disclosures 
of things definitely after the end of the 
year, but this question often comes up: 
what do you do about events that transpire 
after the end of the year so far as they 
affect the financial statements themselves? 
Let me give you three examples:
First a company has disposed of a very 
substantial piece of property, at a very 
substantial loss shortly after the balance 
sheet date. Should that require an ad­
justment of the value at which the asset 
was carried in the balance sheet, although 
at the balance sheet date it was not 
clearly known for what amount it would be 
possible to dispose of the property, or 
how much could be obtained by the sale?
Kindred to that, is the question of a 
very large customer having a very material 
account, going bankrupt after the close of 
the fiscal year. Should that be used as 
evidence of the value of the receivables 
at the balance sheet date?
Third is the case of a very substantial 
amount which is lost by some incident 
not covered by insurance. Should that call 
for the setting-up of any loss or recogni­
tion of that in the balance sheet, although 
the loss did not actually take place until 
after the close of the year, even though 
known that the loss exists?
MR. HILL: The plant that was sold at a 
substantial loss may be an indication of 
sheer overvaluation at the balance sheet 
date. Operations may have been overstated 
previously by inadequate depreciation. We 
can’t evaluate the property and balance 
sheet. I guess I am safe in saying no plant 
in any balance sheet is stated at its worth 
at the balance sheet date.
I believe this particular problem would 
have to be considered in the light of the 
particular circumstance. It may be that 
the balance sheet contained a definite 
overvaluation which this demonstrates, but 
I agree that this is not a matter of audit­
ing procedure. Your auditing procedure 
does not cause you to attempt to value that 
building. You merely become aware of 
an item after the balance sheet date, and 
when it is material to the statement, I 
would never argue against disclosure.
The bankruptcy of an important custom­
er may have occurred after the balance 
sheet date, not only as to bankruptcy but 
the cause of his bankruptcy. Any balance 
sheet may be a preponderant amount of 
receivables from one or two customers. 
Wherever that is the case, you have a little 
more concern with the continuing relations 
of your client with that customer than you 
do with the continuing relations with many. 
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MR. F. B. EMERSON: I should like to ask 
a question on Mr. Blough’s question about 
the loss of an asset after the court case. 
I understood him to say that was a build­
ing that wasn’t insured. Is it important 
enough to put it in the report with a star, 
“not covered by insurance”?
MR. HILL: I think these matters have to be 
considered, each one individually. I never 
would disagree with anyone who wanted 
to put a known loss into financial state­
ments when the loss was known before the 
statements were issued and the surround­
ing circumstances indicated the loss should 
be recorded. I wouldn’t take the position 
that every loss that becomes known, even 
if substantial, which occurred after a 
balance sheet date should be given effect. 
Maybe that is a hedging answer, but I 
don’t believe you can say that you would 
give effect to all the losses at the balance 
sheet date.
MR. BLOUGH: I would like to see whether 
the question wasn’t directed at the point 
as to whether or not you had made ad­
equate disclosure, if in the balance sheet 
you just put a star and said “not insured.” 
In my opinion, if you know the thing has 
already burned down before the balance 
sheet comes out, simply to star the item 
and put a footnote that it is not insured 
would not be adequate. It would be neces­
sary to star, put a footnote as the very 
minimum that it had burned down and 
was not covered by insurance.
MR. WILLIAM H. BELL: I want to talk a 
little bit about Mr. Flack’s remarks in­
asmuch as I am particularly interested in 
reports.
I deplore very much any effort to stand­
ardize so-called long-form reports. There 
is at present too much of a tendency to 
put all reports into the mold of so-called 
short-form reports, and I think that the 
accounting profession practitioners have 
lost a good deal of their initiative and 
ability to handle separate situations ap­
propriately to the conditions of a particu­
lar case by trying to put things in a pat­
tern and not considering the conditions of 
the particular case in treating these long 
reports for the consumption of the manage­
ment or banks, just as the conditions in­
dicate. Don’t let’s limit the long reports. 
MR. WALTER R. FLACK: My approach in 
setting out this supplementary information 
should be excluded from that part 
which is concerned primarily with the 
statement of an opinion and is designed 
for all users. Now, if the writer wants to 
write a book concerning applications that 
apply to it, expansions and comparisons 
with trial periods, the more the merrier, 
where he makes clear two things: one, that 
part of the information to which his tech­
nical opinion is not extended, if any, and 
usually long-form reports contain much of 
that; two, the purpose of the additional 
information prepared for use. For instance, 
if you prepare a report for credit purposes, 
it will not contain as much of the same 
information that it would contain if it were 
for management purposes, because the two 
users are interested in different things.
It seems to me that since a report re­
flects the financial position at any period 
and the result of operations to that same 
date, the truths must be basic and must 
include the same thing, yet their applica­
tion and analyses can contain many other 
different things. Why do we want to force 
one user to read through what he is not 
interested in, attempting to determine what 
the auditor’s position is?
CHAIRMAN JENNINGS: Mr. Herrick, do 
you have a question?
MR. A. HERRICK: This is a question directed 
to Mr. Bevis. He made two statements: 
one, that if there is a nonliability for 
violation of control laws, it should be 
shown or set up. The other was that the 
accountant had no policing powers or 
policing responsibilities relating to the 
agreement with the laws, but there will 
be many cases in which the violation is 
not a question of black and white.
MR. DONALD J. BEVIS: I think the ac­
countant in that case should obtain a legal 
opinion as to whether there is a violation, 
and I think the accountant does have a 
right to rely upon the legal opinion so 
obtained. If both the accountant and the 
attorney think there has been a violation, 
then there is a problem of measurement 
of your exposure. If there is a definite 
liability that exists and it is not one of 
those liabilities that can be compromised, 
I think the liability has to be set up. If, 
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on the other hand, there is a grave doubt 
as to whether there is a violation because 
of inability to interpret regulations or lack 
of regulations, I think whether you dis­
close it as a contingent liability or not 
will depend in the first place upon the 
materiality. In the second place, I think it 
would depend upon what you think the 
client’s exposure is for nondisclosure.
We come back to the point of the client’s 
statement, and the auditor either approves 
or disapproves of this statement. If the 
client does not disclose a contingent lia­
bility that the auditor thinks is material 
and he has legal support for his conten­
tion, then I think his footnote has to be 
put on, or else the auditor in his opinion 
may have to report upon that matter if 
the client refuses to make such disclosure.
There is a third alternative: to withdraw 
from the engagement. It all comes back 
to the point of materiality, as I see it. Is 
that what you are driving at?
MR. HERRICK: That answers my question 
exactly.
CHAIRMAN JENNINGS: Do you agree?
MR. HERRICK: Yes, I do.
MR. DAVID HIMMELBLAU: In many of 
these cases the company’s counsel has not 
kept up with those laws himself and he 
often prefers to have the auditor study 
that procedural problem. Again in those 
cases, may the auditors, if they wish to 
undertake that responsibility and feel they 
have competent people to do the job, un­
dertake that without running into the dif­
ficulty Mr. Gabrielson asked earlier, about 
practicing law?
MR. BEVIS: I think that question has a 
relatively simple solution. I am sure all 
auditors also have their own legal counsel, 
and if that problem involves a legal in­
terpretation of a matter that you as an 
auditor do not think you can interpret, I 
think you had better get your own legal 
counsel in on it to give you some support. 
MR. HIMMELBLAU: May the legal counsel 
be a member of your organization, a man 
who knows that kind of work? That is 
what I am asking. Or must you go and 
get some outside counsel?
MR. MAYO: I should like to ask Mr. Bevis 
to clarify this question a little further for 
me. I should like to help you ask a ques­
tion by stating a very simple example. 
Let’s suppose we are making an audit of 
a department store. Whether price stabil­
ization has been violated or not is exceed­
ingly complicated and very difficult to 
determine and involves details beyond the 
scope of most auditors, I believe.
What would your opinion be with re­
spect to taking an exception in the cer­
tificate or in your short-form report in 
the scope element, or perhaps an exception 
paragraph in the opinion relating to this 
audit disclaiming any responsibility for 
violation or nonviolation of OPS regula­
tions?
MR. BEVIS: I think that is doing an in­
justice to your client, if the auditor refuses 
to take the responsibility for fair presenta­
tion statements. I am sure all auditors 
know enough about—as for example in 
your particular case—the pricing prob­
lems of department stores. If they are 
making an audit of a department store, 
I am sure that they can satisfy themselves 
as to whether the client has reasonably 
complied with the regulations. I think that 
is equally true in almost all other cases, 
and it again comes back to the materiality 
item. I don’t think the auditor can dis­
claim his responsibility in that case. He 
still has to report upon a fair presentation.
We had that same situation in World 
War II relating to renegotiation, price 
stabilization, salaries and wage controls. 
We met and faced that situation during 
World War II without any harm or hurt to 
our profession, and I think we did a good 
job on it. We may not know all the legal 
interpretations, but at least we were cog­
nizant of where a problem did exist.
Now, you can have a qualified opinion, 
but I don’t think you can ever disclaim 
your responsibility of reasonably finding 
out whether the company is complying with 
the law. I recognize you are in a very 
technical legal area, and, as I mentioned 
before, I think the auditor’s responsibility 
when he is in legal areas is somewhat dif­
ferent than it is when he is in a purely 
accounting area.
MR. MATHEWS: Well, I am going to an­
swer this first from a legal point of view 
at the risk of practicing law. I think un­
der the Institute’s Code of Ethics, if he 
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selects a certified public accountant on 
the West Coast who is duly qualified, per­
haps even a member of the A.I.A., and 
refers the work to him, with definite in­
structions as to what he wants done, I 
think he has an option that he can rely 
100 per cent on the man on the West 
Coast or else limit his liability and re­
sponibility to his own work and say that 
he has accepted the work of this other 
accountant solely for the purpose of com­
bining the statements. He can do either 
one under the practice as it stands todav. 
LT. COM. EVERETT BREED: This whole sub­
ject of reliance upon the statements of 
certified public accountants and their opin­
ion is of interest not only in the profes­
sion but in reliance of the Government 
upon opinions that they may have from 
accountants.
I favor a good deal the reliance upon 
the profession rather than the building 
up of superorganizations in the Govern­
ment to do the same job. I think there is 
a good field there for the Government to 
rely in its various agencies upon opinions 
of professional nature that accountants 
can make. Therefore, if a certified public 
accountant cannot believe the statements 
that another certified public accountant 
makes without going behind those state­
ments and asking him for all sorts of 
proof, can we expect the Government 
agency to accept the opinions without 
building up an organization to review all 
of the opinions and all the background 
that the accountant originally did in order 
to make the statement?
MR. J. WOODROW MATHEWS: The Govern­
ment agency should rely upon the reports 
of the accountants, and I also feel that 
I tried to make it clear in my paper that 
accountants should rely on each other. 
CHAIRMAN JENNINGS: The point that I 
saw in Mr. Blough’s question that up to 
now has not been discussed was whether 
there is a difference in a situation where 
the primary accountant is issuing a report 
which might cover a very small fraction 
of the total consolidated statement and 
where he may choose to depend upon an­
other accountant for an examination of 
the major part of that statement. Does 
the situation differ there in whether he 
should rely—and by that I mean whether 
he should accept the work of the other 
accountant as though it had been done by 
his own organization, not stating that an­
other accountant participated in giving an 
opinion of the type he would have given 
had the work been done in one of his own 
offices or under circumstances where an­
other accountant does a major part of the 
work, should there in each case be a cer­
tificate of the other accountant with some 
statement of the respective area covered by 
the two accountants? Would you like to 
try that one?
MR. MATHEWS: Yes. In that case I think 
that in the scope paragraph he should 
bring out that he didn’t do all the work 
himself, and that he should then say either 
that he is accepting the work done by the 
other accountant, or if he has any reason 
whatever to doubt, he is in the same posi­
tion as he is if he doubts anything else. 
He should make a disclosure or a reserva­
tion of some sort. I think in that case he 
would do it by including the opinion of 
the other accountant, or enough of it to 
make it clear whether there was a differ­
ence in the work done by his organization 
as compared with the work of the other 
accountant.
I don’t find any difficulty in that situa­
tion, except this one, which is related to 
an entirely different question. We have a 
rule (that is not quite the right word for 
it) in one of the statements on auditing 
procedure. It is stated that we should not 
express an opinion if we have a material 
exception, and in the case just cited, let’s 
say the parent company is holding 40 per 
cent and the subsidiary in California, 60 
per cent. The work is done by another 
firm. I don’t think there is an exception 
there of the type that would exist in a 
case where we had only been able to 
examine 40 per cent of the assets of our 
own company and failed to do anything 
about the other 60 per cent. I think in 
the latter case you couldn’t give an opin­
ion because there is nothing on which to 
base it. In the case where the West Coast 
accountant has made an examination of 
the other 60 and has given a clean bill of 
health and stated that he has made the 
examination in accordance with generally
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accepted auditing standards, I don’t think 
we are faced with an exception of such 
materiality, that the accountant doing the 
parent company cannot express an opin­
ion. I think he can; I think all he needs 
to do is to state in the scope paragraph 
how the examination of the consolidated 
statement was made. He examined the 
parent company, which was 40 per cent; 
somebody else examined the subsidiary 
company, which was 60 per cent. He has 
accepted those reports, and on the basis 
of that and his own examination, he thinks 
the consolidated statement is all right.
MR. BLOUGH: Mr. Chairman, I should 
like to take a little different view of that 
than Mr. Mathews has taken. It seems to 
me that in a case such as I gave, I wasn’t 
assuming a 60 per cent on the Pacific 
Coast, or even assuming a 40 per cent. All 
I was talking about was a branch on the 
Pacific Coast. If I am engaged by the 
company to make an audit and they don’t 
have a staff member, and I feel the ex­
pense to my client is so great I shouldn’t 
attempt to send anybody to the Coast, and 
I select an accountant from among my 
acquaintances, or ascertain the name of 
an accountant in some other way, by in­
quiry, who is a good person to use as a 
correspondent on the Coast to do the work 
for me, I think I could outline what I 
wanted done and retain him to do the job 
and accept his work as my own without 
any expression of qualification, without any 
designation that anybody else had done 
the job. If I am retaining him for that 
purpose, I doubt very much whether there 
is anything that has to be said about it as 
long as I have satisfied myself that the 
job is done the way I think it ought to 
be done.
I think if there is anything basically 
wrong with this position that I have taken, 
it ought to be expressed now, because I 
feel rather strongly that that is a reason­
able procedure by which our members 
may carry on jobs when they have jobs 
which do not justify sending men across 
the country to take care of a small plant 
or branch some place else.
MR. ROSS T. WARNER: Mr. Chairman, I 
should like to add something to what Mr. 
Blough has said. We are a small firm and 
happen to have a client whose inventories 
are very broadly spread from Canada to 
Louisiana, to New Mexico to Michigan, 
some thirty points. We evolved a method 
some five or six years ago of using others, 
or sharing that work with other certified 
public accounting firms, and it might in­
terest you to know that we have used the 
American Institute of Accountants’ book 
of geographical locations of these CPAs 
in our selection. It has worked out admir­
ably well.
We have laid out a program as to pro­
cedure of taking inventories, the exact 
timing, the disposition of the inventory 
sheets, when they have them completed, 
with all matters relating to in-transit items 
having been provided for, and this last 
year there were some twenty other firms 
of certified public accountants involved.
I want to say it is a very, very satis­
factory way of doing business, in our ex­
perience.
CHAIRMAN JENNINGS: Thank you very 
much, Mr. Warner.
At the risk of intruding again, I should 
like to observe that I think the answer 
to Mr. Blough’s question rests very much 
on one phrase that he had in there at the 
end, so long as he has satisfied himself 
that the correspondent CPA has done the 
work according to the standards which he 
himself would have used, he doesn’t see 
any reason, et cetera, and neither do I, and 
I think that is the nub of the whole ques­
tion. At the same time I think it ought to 
be made clear for the record that at least 
as far as I am concerned, the fact that 
one accountant in his report indicated that 
his report is based on his opinion and the 
report of another accountant doesn’t mean 
that he has any question in his mind about 
the ability of the other accountant at all. 
It merely suggests that under the particu­
lar circumstances that exist for good rea­
sons, he feels that the other accountant 
should take the responsibility.
MR. BELL: It seems to me that Mr. Blough 
is overlooking one thing. It is all right to 
say, as our friend in the Navy says, you 
can trust other people but the principal 
accountant, the certifying accountant, still 
has a legal responsibility for this thing, 
and it involves a rather extreme trust in 
32 Five New Guides to the Auditor's Responsibility
humanity. We are assuming a lot of risk 
when we take the work of our own em­
ployees, properly supervised, but it seems 
to me pretty unreasonable extension of 
that responsibility to take the other fellow’s 
when, as you say, Mr. Jennings, and I 
agree with you, we can relieve ourselves 
of that legal responsibility without imply­
ing any distrust in the other fellow’s work 
by saying that our opinion is based upon 
our work and his.
CHAIRMAN JENNINGS: Thank you, Mr. 
Bell. The point being that the acceptance 
of responsibility for the work of another 
accountant gives rise to an agency rela­
tionship.
MR. WINSTON BROOKE: What Mr. Hill 
has said brings to my mind the fact that 
we accept certifications of all sorts of 
people in making an audit. Preferably the 
first and foremost is certification of a bank 
officer that such-and-such is true, and it 
can be carried on to many extremes. In 
effect, the positive confirmation of any type 
is a certification. We don’t have to men­
tion those. Why should we have to men­
tion a certification of another CPA? I 
don’t quite see why we shouldn’t give our 
own brothers the courtesies that we give 
the laity.
MR. MATHEWS: I did not say you had to 
fail to accept certification by other ac­
countants. I said there are many cases in 
which you do. I think all we are talking 
about here is when you say you do and 
when you just ignore the point.
The study I made indicated there is no 
standardization of procedure. I have got 
illustrations where an accountant accepted 
the work of the other accountant, where 
the amount of assets and income involved 
was upward of fifty per cent. He said he 
accepted it. I have others where they 
pointed out that it was only eight or ten 
per cent, they started our own examination 
and the consolidated statements are correct.
That is a wide divergence of practice. 
I don’t think in either case there is any 
implication that there is distrust on the 
part of the principal auditor of the other 
auditor. I think what the principal auditor 
is trying to do is to make clear just what 
ground he covers.
Mr. Bell has raised the question of the 
legal responsibility. I have heard of a 
case in which the principal auditor men­
tioned in his scope paragraph, I believe 
it was, that he had accepted the report of 
another auditor for part of the work and 
something went wrong in that case. The 
courts held that the principal auditor was 
entitled to rely on this other auditor and 
had no liability because something went 
wrong in the accounts examined by the 
other auditor.
MR. BLOUGH: Mr. Chairman, I wonder if 
there isn’t a difference of circumstances 
that ought to be considered in connection 
with this question. If, for example, we 
were auditing a parent company and the 
parent insisted that a subsidiary had to 
be audited by some other firm, it seems 
to me I have a perfect right to select an 
auditor in whom I have confidence.
I would like to agree with the Com­
mander that we must always rely on our 
brother CPAs. I do not feel that I would 
want to rely on any person who happened 
to have a CPA certificate to do a job that 
I might want to have done and then take 
full responsibility, because Mr. Bell points 
out I am liable if I do that. I believe it 
is perfectly proper for me to arrange with 
the correspondent firm in whom I have 
confidence who will follow my direction 
as to the procedure to be followed just as 
Ross Warner said a moment ago and take 
full and complete responsibility with the 
perfect confidence that a job has been 
done on which I may rely.
If I don’t have confidence in the person 
with whom I am dealing, then I think I am 
faced with the necessity of sending my 
own employees, or taking some other steps, 
because in few of those instances is it 
practical for me to disclaim my responsi­
bility and place it on somebody else whom 
I selected to do a part of the job. 
CHAIRMAN JENNINGS: Thank you, Mr. 
Blough. I take it the answer from your 
point of view is that the problem isn’t any 
different than if you had three staff men, 
each a CPA, and in assigning a piece of 
work you might have good grounds why 
one of them would be fully competent to 
handle that work and good grounds for 
feeling the other two might not be equally 
as competent.
[At this point in the discussion, Chairman Jennings adjourned the meeting.]
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